A Case Analysis: Baldwin Bicycle Company 
 


 
SUMMARY OF FINDINGS 

 	In this case, Baldwin Bicycle Company was offered Hi-Valu Stores Inc., a 
competitor to manufacture bicycle units for them that will be sold in the market with its brand-name “challenger”. Baldwin Bicycle Company have to decide whether to accept 
or reject its offer.  
 By identifying relevant and irrelevant costs and using sensitivity analysis, impacts to the company’s profit, return on sales, return on assets, and return on equities are accounted. It also helped to support the recommendation of this study on why Baldwin Bicycle Company should accept Hi-Valu Store’s offer to them. 
 
BACKGROUND INFORMATION 

   Baldwin Bicycle Company had been manufacturing bicycles for almost 40 years. Its annual sales rate of $10 million was generated generally from independent toy stores and bicycle shops.  
Exhibit 1 Financial Statements 
	BALDWIN BICYCLE COMPANY 

	Balance Sheet As of December 31, 1988 

	Assets 
	Liabilities and Owner's Equity 

	Cash 
	$ 342 
	Current liabilities 
	$3,478 

	Accounts receivable 
	1,359 
	Noncurrent liabilities 
	1,512 

	Inventories 
	2,756 
	Total liabilities 
	4,990 

	Plant and equipment (net) 
	3,635 
	Owner's equity 
	3,102 

	  
	$ 8,092 
	  
	$8,092 

	Income Stat
	ement 

	For the Year Ended De
	cember 31, 1988 

	Sales revenues 
	$10, 872 

	Cost of sales 
	8,045 

	Gross margin 
	2,827 

	Other expenses 
	2,354 

	Income before taxes 
	473 

	Income tax expense 
	218 

	Net income 
	$255 


 
 Hi-Valu Stores, Inc offered Baldwin Bicycle Company to produce bicycles for them that will carry its house-brand name “Challenger”. However, it is asking for such condition services which can affect Baldwin’s managerial processes a lot differently.   First, it has to have ready access to large inventory of bicycles by having these in their regional warehouses because Hi-Valu is having trouble in predicting it sales, both by store and by month. Hi-Valu would purchase from Baldwin and must pay for it withing 30 days. If it is going to take title to the bicycles that have been stored in one of its warehouses for four months, Hi-Valu must pay again within 30 days. 
 Second, Hi-Valu would want to buy each bicycle unit at a lower price compared to Baldwin’s wholesale price through its usual channels. 
 Finally, Hi-Valu wants to have a different product statement from Baldwin’s. Frame and mechanical components of the bicycle will remain. On the other hand, fenders, seats, and handlebars would be modified. Tires will carry the name 
“Challenger” into their sidewalls. Also, bicycles should be packed with Hi-Valu and Challenger names. 
However, Ms. Leister needs to reassess Baldwin’s financial performance first before having discussions with Hi-Valu. 
 
Exhibit 2: Data Pertinent to Hi-Valu Proposal Notes Taken By Suzanne Leister 
	1. Estimated 1st year cost of producing challenges 

	  
	Materials 
	$39.8 
	  

	  
	Direct Labor 
Overhead (e 125% direct 
labor) 
  	  	  
*overhead cost - variable: 40% 
*125% od DSL based on 100,000 bikes per year 
	19.6 
24.5 
$83.90 
	  

	  
	
	
	  

	  
	
	
	  

	  
	
	
	

	  
	
	
	

	2. 
	One time added cost 2 pax * $2,500 per month: $5000 
	

	3. 
	Unit price and annual volume: estimate demand of 25,000 
	

	
	$92.29 per bike for 1st 
	year 

	4. 
	Asset related cost (annual variable cost) 
Per tax cost of funds 
Record keeping 
Inventory insurance 
	11.5 
2 
0.6 
	

	  
	
	
	  

	  
	
	
	  

	  
	
	
	  

	  
	State property tax on inventory 
	0.7 
	  

	  
	Inventory handling 
	6 
	  

	  
	Damage 
	2.2 
	  

	5. 
  
	Assumptions 
Materials: 2 months supply 
Work in progress: 1,000 bikes, half completed 
Finished goals: 500 bikes 
	
	  

	  
	
	
	

	  
	
	
	

	6. I
	mpact on regular 
	
	

	sal
	es 	  	  
Challenger > regular bike value 
Challenger < regular bike price 
  	  	  	  
*Gain up to 1,000 sales without Hi-value per year *Loss 3,000 bikes with Hi-value challenger per year current dealer might drop with Hi-value 
	
	  

	  
  
  
  
	
	
	  
  
  

	
	
	
	

	  
	
	
	

	  
	
	
	


 
 
 
PROBLEM STATEMENT 

 The objective of this study is to discern if Baldwin Bicycle Company should accept or reject Hi-Valu Stores. Inc’s offer? Would it give Baldwin increase in profit whichever decision they choose? 
ANSWER TO CASE QUESTIONS 

 	This study will try to answer the following questions from Baldwin Bicycle 
Company Case: 
1. What is the expected profit from the Challenger line? 
Answer: 
	Contribution per bike 	  	  

	  
	  	  	  	  

	Revenue 
	$92.29   

	Variable costs 
> Materials 
	    
$39.80   
19.6   
9.8   

	> Labor 
	

	> Overhead 
	

	 Total variable costs 
	$69.2   
  	  
$23.09   
  	  

	  
	  	  
contribution 
  	  
	

	Unit cost 
	
	

	  
	
	

	Unit cost x annual expected volume = total contribution 
$93.09 x 25,000 = 577,250 


2. What is the expected impact of cannibalization of existing sales? 
Answer: 
	Sales price per unit (2,827 / 10,872) = 26%  	  

	  
	  	  	  

	Materials  
	$39.80   

	Labor 
	19.6   

	Overhead 
	24.5   
$83.90 / 74% * = $113.38    
  	  

	Total variable costs 
  	  
	

	*83.90 (Baldwin cost of producing the bike) 
	  

	* 100% (Total Sales) - 26 % (Gross margin ratio of BBC) = 74% (for mark up) 

	  
	  	  	  

	Variable costs 
	69.2   

	Contribution margin 
	44.18   

	Loss annual volume 
	3,000   

	Total loss contribution 
	132,540   
  	  

	  
	  
	

	*Gross Margin - is a company's total sales revenue minus its cost of good 

	sold (COGS), divided by total sales revenue, expressed as a percentage. 
The gross margin represents the percent of total sales revenue that the 

	company retains after incurring the direct costs associated with producing 

	the goods and services it sells. 


 
 	 
3. What costs will be incurred on a one-time basis only? 
Answer: 
 The one time added cost that will be incurred is $5,000 labor cost for the drawing and arranging of resources. This cost, however is insignificant since it can still be performed by Baldwin Bicycle’s employees 
 
4. What are the additional assets and related carrying costs? 
Answer: 	 
	Materials (2 months supply) (25,000 / 12 * 2) * (39.80 * 23% (asset-related cos
	t 

	(annual vc))  
	9,538.47 
  

	1,041.67 or 
  	  	1,042 	* 	9.154 	  	  
	

	  
	  	  	  	  	  	  	  
	  
	  

	Work-in-process (19.60 (Direct labor) + 9.80 (Overhead (variable) * (50%) * (3
	9.80 
	

	(Materials) *  
	
	9,265 

	  
	1,000 (Units is the total) * (17% asset-related costs less inventory-handli
	ng  
	

	  
	labor and 
equipment 	  	  	  	  
	  
  
	7,958 

	Finished goods (500 * (39.8 + 19.6 + 9.8) * 23% (asset-related costs) 
	  
	
	

	26,761.47 
	

	  
	  	  	  	  	  	  	  
	  
  
  
  
	  
38,925 

	Finished goods at Hi-valu (25,000 /12) * 2 * (69.20) (13.5% (pre-tax & record keeping)) 
	
	

	 
Hi-valu receivables (25,000 / 12) 
(92.99) (13.5%)  	  	  	  
	
	25,957 

	 
Total asset holding cost 
	  	  	  	  	  
	
	120,247 


 
 
5. What is the overall impact on the company in terms of: 
a. profits 	 
	Contribution from Hi-valu (from #1) 
Less: Loss contribution from regular bike sales (from #2)  
	577,250 

	
	132,540 

	Added asset holding cost (from #4) 
	12,247 

	Income before taxes 
	324,463 

	Income tax expense (46%) * 
  	  	  	  	  	  
*1 / IBT (Income before tax * tax = income tax expense) 1 / IBT 
*1 / IBT (Income before tax * tax = income tax expense) 1 / IBT 
	149,252.98 
  

	
	

	1 / 324, 463 * tax = 149,252.98) 1 / 324, 463) 
	

	*Tax = Income tax expense / income before tax 
Income after tax  
	

	
	$175,210.02 


 
b. return on sales 
	  
	  
1989 
  
	Decline 
Alternative 1 
  
	Accept 
Alternative 2 
  
	  

	(in '000) 
  
	
	
	
	Change 
  

	Sales 
	10,872 
	11,338 
	13,305 
	1,967 

	Cost of Sales 
	8,045 
	8,143 
	9,665 
	1,522 

	Gross Margin 
	2,827 
	3,195 
	3,640 
	445 

	Other expenses 
	2,354 
	2,354 
	2,474 
	120 

	Income before taxes 
	473 
	841 
	1,166 
	325 

	Income tax expense 
	218 
	388 
	537 
	149 

	Net income 
	255 
	453 
	629 
	176 

	  
Return on Sales 
	  
2.35% 
	  
4.00% 
	  
4.73% 
	  
0.73% 


 
Alternative 1 
Cost of Sales (8,045 / 98,791) * 100,000 
Alternative 2 
Cost of Sales (81.43 * 97,000) + (69.20 * 25,000) + 36,690 
c. return on assets 
	  
	  
1989 
	Decline 
Alternative 1 
	Accept 
Alternative 2 
	  

	(in '000) 
	
	
	
	Change 

	  
Assets 
	  
8,092 
	  
8,545 
	  
8,721 
	  
176 

	Net income 
  
	255 
  
	453 
  
	629 
  
	176 
  

	Return on Assets 
	3.15% 
	5.45% 
	7.48% 
	2.04% 


 
d. return on equity 
	  
	  
1989 
	Decline 
Alternative 1 
	Accept 
Alternative 2 
	  

	(in '000) 
	
	
	
	Change 

	  
Equity 
	  
3,102 
	  
3,555 
	  
3,731 
	  
176 

	Net income 
  
	255 
  
	453 
  
	629 
  
	176 
  

	Return on equity 
	8.22% 
	12.74% 
	16.86% 
	4.12% 


 
6. What are the strategic risks and rewards? 
	Risks 
	Rewards 

	DO NOT ACCEPT 

	Loss of additional profit 
	Maintain loyal customers 

	Loss opportunity to the market 
	No additional competition 

	Idle capacity to continue 
	Use idle capacity to make new products 

	Continue decline of sales of Baldwin Bicycle Company due to poor economy 
	 


 
 
	Risk 
	Rewards 

	ACCEPT 

	Additional competition with challenger bikes 
	Opportunity to provide to department store chain 

	Loss of opportunity to enter the market using Baldwin Bicycle Company as the brand 
	Sure order for 3 years (25,000) despite the poor economy 

	Present dealers might let fall 
	Use up excess capacity to accommodate Hi-valu 


7. What should the company do? Why? 
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As the chapter tackles about short-run decision, Baldwin Bicycle Company should accept the proposal of Hi-Valu due to additional profit that they will achieve. Due to the poor economy, it’s likely and more reasonable that the Company should accept the offer. However, we should be able to recognize sensitivity analysis to other assumptions that might affect this decision in the long run if the Hi-Valu volume demand would increase after the 3 years contract, additional sales losses in case current dealers drop the Baldwin Bicycle Company line of bicycles and so on. 
 
ANALYSIS OF ALTERNATIVES AND RECOMMENDATIONS 

 This case study recommends that, in spite of risks, Baldwin should accept the project with Hi-Valu as it will give them additional profit for the next 3 years. Not only that, with Challenger bikes, Baldwin will be able to enter and provide for the mainstream market and be able to sell in a larger scale. In the long run, Baldwin will benefit not only in profit, but it will also learn the trends, movements and demands of the market. 
 
LEARNINGS 

 	This study yielded the following lessons from this case: 
 
1. In order to come up with the right pricing, one should be able to identify the relevant and irrelevant cost of the company. 

2. One should know how to execute the right procedure in allocating the right price of a product by knowing the mark up costs, differential costs, sunk costs, and other related types. 
 
3. Before accepting or rejecting a certain proposal, it is important to analyze if you will be gaining a profit or not for the reason why we are selling a product is to benefit from it and not to lose it. 
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